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A proper environment 
helps doing business
Key problems impeding investment inflows
to Ukraine include an unsatisfactory
regulatory system for commercial activity
and an inadequate business infrastructure.
The flaws in regulatory policy are
evidenced by:
• mind boggling procedures for setting up
companies, buying property, and
registering ownership;
• insufficient protection of investor rights;
• insufficient support for competition,
especially at the local level.
Deficiencies in the business infrastructure
are seen in:
• the cost of services. Most infrastructure
sectors practice cross subsidising. Unlike
EU countries, industrial rates for gas,
water and electricity are generally double
residential rates.
• access to services. The quality of
telecommunications lines and transport
connections in the regions hampers the
development of new businesses. Road
and phone densities in Ukraine are
among the lowest in CEE countries.
• quality of services. Mismanagement and
deteriorated physical plant in most
infrastructure areas mean unreliable
delivery and service quality that often
fails to meet world standards.
Undeclared earnings 
mean unpaid taxes
It’s hard to state categorically that the
non criminal shadow economy in Ukraine
gets in the way of economic development.
In reality, much higher worker productivity
than in the official economy and more
effective commercial decisions actually
foster economic growth to an extent. But
the cost of staying outside the regular
economy hinder growth. The danger is that
the number of businesses choosing to hide
in the shadow economy can reach
epidemic levels in a society, utterly
destroying the financial base essential for
governments to carry out their functions.
According to different estimates, from 20%
to 70% of value added in Ukraine is created
outside the regular economy, a significant
part of which is hidden individual incomes.
According to National Bank of Ukraine
estimates, the general population has
holdings of around 25 billion UAH and
foreign currency worth between 10 and 
20 billion USD. A significant part of this
money is not working for the benefit of the
economy and the practice of paying
employees “unofficially” continues.
Tax evasion diminishes budget revenues,
overburdening state resources and
lowering the quality of civil services, which
eventually leads to:
• pensions below a minimum living
standard;
• low quality of services in healthcare and
public education;
• underdeveloped infrastructure;
• greater impetus for bribe taking;
• complications in carrying out economic
policy.
The unresolved issue of “unofficial” personal
incomes creates a vicious cycle: inadequate
budget resources, poor public services, more
people choosing to evade taxes. People’s
readiness to keep savings in the open is
stifled through the persistent threat of
punitive measures on the part of tax
officials, which pushes them to opt for
alternative ways of keeping their savings.
Targeted assistance works better
than blanket benefits
Just as transformations were getting off
the ground, Ukraine experienced a
devastating drop in GDP, accompanied by
deteriorating living standards. The
government, lacking the necessary
resources for a more sophisticated
approach, chose to extend all kinds of
breaks across the board to different groups
of the population. Today, this policy costs
a total of 29 billion UAH in “freebies”
annually, equal to the total spending of all
local governments of Ukraine.
These breaks take on a number of forms:
Benefits are granted regardless of the
income level. The current benefit system
fails to serve the purpose of social security
for underprivileged groups of the
population. Since a substantial part of
blanket benefits are privileges in the form
of exemptions from mandatory payments
to the public purse, the state is actually
extending benefits to relatively better off
people, an ineffective use of budget funds.
The stated benefits don’t reflect the
state’s financial capacities. The number
of privileges to different categories of the
population makes it impossible for the
State Budget to fully cover benefits to all
eligible recipients: 43% of Ukrainians are
entitled to them. In the end, many of
these supposed benefits are on paper only.
Consequently, some of them become
“elitist,” since only those who have the
necessary information and connections
can actually take advantage of them. This
causes resentment among eligible
recipients who are unable to access the
benefits.
Public services are in financial collapse.
Non cash subsidies and inadequate budget
allocations to compensate the real cost of
those services is eating away at the
finances of the enterprises providing the
discounted services: public transport,
housing and public utilites.
Free services stimulate abuse. The huge
list of individuals entitled a privilege
such as free public transport encourages
a brisk business in using IDs that are
fake, outdated, not the bearer’s, and
otherwise not legitimate, in order to have
the perks.
Lack of limitations on privileged usage
spurs excessive consumption. This is
particularly true of public transit, which
Improving the business climate, getting personal incomes out of the shadows,
and replacing blanket benefits with targeted assistance are among the key
factors that should boost the performance of the Ukrainian economy. 
The government misses out on both current and future revenues because of
unfavorable conditions for doing business in this country, an overly large
shadow sector, and inefficient budget allocations
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Foreign Relations
An agreement about the status of the Azov
Sea and joint use of the Kerch Strait eased
the unprecedented tension in Ukrainian 
Russian relations when Russia laid
territorial claims to Ukraine. Still, this
agreement did not settle a key problem
from the Ukrainian point of view, that is,
the definition of a border. Ukraine’s
submissiveness was the direct result of the
ruling coalition’s need to have Russian
support in the run up to the presidential
election in October 2004. The radicalization
of the internal political battle in Ukraine
connected to the approach of this event
has increased both opportunities for
Russian diplomats to promote their agenda
and threats to Ukraine’s relations with the
US and the EU. Key projects involving the
US have stalled, in particular gaining
“market economy” status and agreeing the
terms of accession to the WTO. Relations
with the EU are looking better because of
the establishment of a common border
thanks to imminent EU expansion. This is
putting pressure on Brussels to improve
economic cooperation with Kyiv and spur
Ukraine’s development as a country that
has the potential to succeed.
Political Competition
The ruling political coalition of centrist
forces led by President Kuchma continues
to control both the legislature and the
Government. It has already gained the go 
ahead for amendments to the Constitution
that would limit the powers of the next
President, which will allow members of the
coalition to maintain power even if an
opposition candidate manages to win the
October election. All efforts on the part of
the rightist and leftist opposition to
stonewall the adoption of these
amendments in the Verkhovna Rada failed.
There is a growing internal fissure in the
opposition, between the Communist
Party–which broke rank and supported the
changes to the Constitution–and Nasha
Ukraina. Meanwhile, talks between NU
leader Viktor Yushchenko and the leaders of
the two other opposition forces about
supporting him as their sole candidate for
the presidency are going nowhere. This, in
combination with conflicts over the
direction of national policy and the
inability to lobby in its favor, makes the
influence of the opposition on the adoption
of key decisions very weak, indeed. Despite
unanimous support of their national
political agenda, however, the coalition is
also suffering from internal splits, largely
centered on jockeying for government
positions and commercial assets rather than
on effectuating meaningful policies. This is
having a negative impact on the chances
that the coalition’s favored son, Prime
Minister Viktor Yanukovych, will win the
upcoming election. This, in turn, makes it
very likely that, if the coalition fails to
amend the Constitution as it wants, it will
resort to more dirty tricks against the
opposition during the election.
Government Policy
The absence of a common political action
plan, coupled with the determination of
coalition members to maintain power by
whatever means possible, has resulted in a
deterioration of the quality of decisions
being made. Foreign relations continue to
be hostage to the internal battle for power.
For instance, the agreement among Ukraine,
Russia, Belarus and Kazakhstan to formulate
a regional “union,” the Common Economic
Area, largely reflects the position of Russia,
which looks on such a union as a way to
bind to itself countries vital to its interests,
rather than that of Ukraine, which simply
wants to expand its markets. Domestic
policy is showing a tiny bit of progress only
in the area of economic reform. Reforms to
the tax and the social security systems
launched in 2003 were never fully
implemented. The positive impact of
accelerated privatization was diluted by the
lack of transparency in carrying it out.
Necessary reforms in various sectors and
urgent reforms to the mechanisms for
protecting human rights, for all intents and
purposes, are not being promoted. The new
political model that will result if certain
amendments to the Constitution are finally
passed could significantly weaken the
capacity of the Administration to carry out
decisive policies and also worsen the
problem of ensuring the independence of
the judiciary and local governments.
Public Opinion
Although world prices for ferrous metals
have spurred economic growth in Ukraine,
the level of trust among the population
towards government institutions and
political forces remains catastrophically
low. This is also true of attitudes towards
key pro Administration and opposition
politicians. Although the popularity of the
latter remains significantly higher, they
have also seen their ratings drop during
the course of 2003–including Ukrainian
voters’ perennial favourite, Viktor
Yushchenko. This kind of total
disillusionment among voters with regard
to both political institutions and the
people who represent them, just nine
months prior to a presidential election,
makes it difficult to predict with any
confidence who might win.
If you would like to regularly receive Political
Commentary, please contact Maksym
Korepanov at tel.: +380,44,236,5464 or 
e,mail: marketing@icps.kiev.ua. The PC
archive is available on the ICPS website at:
http://www.icps.kiev.ua. For further
information regarding the political situation
in Ukraine, please contact Yegor Sobolev at
tel.: +380,44,236,4477 or e,mail to
esobolev@icps.kiev.ua.
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The next issue of Political Commentary offers an overview of major trends in the
country’s political life in the new year: (1) escalating struggles as the ruling
coalition tries maintain power regardless of who becomes the new President;
(2) Russia’s continuing hold on the top spot in Ukraine’s foreign relations; 
(3) opinion polls showing public trust going down, down, down
What will Ukraine face in the new political year?
large groups of the population are exempt
from paying for.
If this overburdening of the budget with
benefits is not dealt with, a number of
complications could result:
• high poverty will persist, since the poorest
populations will not receive more aid;
• public utilities will collapse even more;
• budget funds will continue to be used
ineffectively.
For further information 
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